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TURMOIL IN U.S. CREDIT MARKETS: EXAM-
INING THE RECENT ACTIONS OF FEDERAL
FINANCIAL REGULATORS

THURSDAY, APRIL 3, 2008

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:10 a.m., in room SD-G50, Dirksen
Senate Office Building, Senator Christopher J. Dodd (Chairman of
the Committee) presiding.

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD

Chairman DoDD. Good morning. The Committee will please come
to order.

Again, let me thank all of our witnesses and my colleagues and
those of you gathered here this morning. We are not in our tradi-
tional hearing room, and the size of the crowd in the room is evi-
dence of the reason why. So we thank all of you this morning to
participate one way or another in this gathering.

Today the Committee will carefully consider recent actions taken
by our Federal financial regulators in response to the ongoing tur-
moil in our markets and our economy. Much of our focus today will
center on the period of 96 hours, mostly over the weekend of March
15th and 16th. During this momentous 4-day period, the Federal
Reserve, the Federal Reserve Bank of New York, and the Treasury
Department took dramatic and unprecedented action to stabilize
our markets to infuse them with liquidity and to prevent additional
financial firms from being swept under the riptide of panic that
threatened to have taken hold of our markets.

Among those actions was the decision by these entities to support
the acquisition of Bear Stearns by JPMorgan Chase. As part of the
acquisition, the Federal Reserve Bank of New York, with the sup-
port and approval of the Federal Reserve Board of Governors and
the Treasury Department, committed some $30 billion in taxpayer
money to help facilitate the sale of the distressed company to
JPMorgan Chase. And as part of its broader efforts to provide sta-
bility to the markets, the Fed’s Board of Governors made a historic
decision to allow primary dealers, firms which include investment
banks, to access billions of dollars of liquidity on a daily basis.

The stunning fall of Bear Stearns, a Wall Street giant and Amer-
ica’s fifth largest investment bank, was matched only by the swift
and sweeping response to its collapse put together by the New York
Fed and the Federal Reserve Board of Governors, which, with the

o))



2

support of the Treasury, exercised powers in some instances that
had not been used since the Great Depression, and in others were
unprecedented in nature.

There can be no doubt that these actions taken in order to calm
financial markets that appeared to be teetering on the brink of
panic have set off a firestorm of debate. They also raise a number
of important questions that warrant our consideration. Was this a
justified rescue to prevent a systemic collapse of financial markets
or a $30 billion taxpayer bailout, as some have called it, for a Wall
Stree‘% firm while people on Main Street struggle to pay their mort-
gages?

What was the role of the Federal Reserve, the Treasury, the New
York Fed, and the SEC in helping to facilitate a range and set the
terms, including the price of the original and amended merger
agreement between JPMorgan Chase and Bear Stearns?

While hindsight is invariably 20/20, it bears asking if Bear
Stearns would have survived if the Fed had opened the discount
window to investment banks earlier. And what led to the sudden
reversal on a policy that the Vice Chairman of the Fed had openly
rejected in response to a question that I asked him before this very
Committee only 2 weeks earlier?

What was the role of the SEC, the primary regulator of Bear
Stearns, during this critical 96 hours and in the weeks of market
turmoil leading up to that weekend of merger negotiations? And
why were they seemingly unaware of the potential for market ru-
mors to cause investors to suddenly stop doing business with Bear
Stearns until it was too late.

These questions, the series of events leading up to Bear Stearns’
rescue, the response by financial regulators, and the implications
of those actions will be discussed and debated for years to come.
It would be an overstatement to suggest that what occurred during
those fatal 96 hours may have fundamentally altered our financial
market landscape and our system of financial market regulation.

Given these considerations and the highly unusual and unprece-
dented actions taken by the Federal Reserve Board of Governors,
the Federal Reserve Bank of New York, and the support of the De-
partment of the Treasury, I believe it is appropriate, indeed essen-
tial, that this Committee, the Banking Committee, exercise its
oversight and investigatory functions to examine the authority, eco-
nomic justification, and the public policy implications of these ex-
traordinary recent actions by our Nation’s Federal financial regu-
lators.

As such, the Committee has convened today’s hearing, the first
congressional analysis with all relevant parties to this issue, to
hear the testimony of the public and private principals involved in
this unprecedented series of events, and to provide Committee
Members and the American taxpayer with a full, public, and
thoughtful airing of these issues and their implications. With $30
billion on the line, the public deserves, of course, nothing less.

I want to thank all of the witnesses and my Committee Members
as well for their participation here this morning. We look forward
to the testimony of our witnesses.

Let me just say as well here that I want the witnesses to know,
and others, that as a bottom-line consideration, I happen to believe
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that this was the right decision, considering everything that was on
the table in the closing hours on that Sunday; that the alter-
native—and I do not think this is hyperbole—could have been dev-
astating, both at home and around the world, for that matter. So
I do not question that ultimate decision, but I think it is appro-
priate that we look at the rationale leading up to it, why decisions
were made and not made earlier and later during the process, what
was a part of that negotiation. Were there alternatives? Is this a
model for the future? If so, what are the implications? What did the
taxpayer get back from the $30 billion that we are putting on the
line, or the $29 billion here?

Those are the kinds of questions I think all of us are interested
in pursuing, and many, many more. But on the bottom-line issue,
at least to this Member, I think fundamentally the decision was
the right one in the final analysis. But I think it is appropriate we
look at what else went on here to determine the wisdom of this
step and what the implications are.

With that, let me turn to my colleague from Alabama, Senator
Shelby.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Mr. Chairman. Thank you for call-
ing today’s hearing.

The collapse of Bear Stearns and the unprecedented regulatory
response led by the Federal Reserve call for a thorough examina-
tion of this Committee, so I commend you, Mr. Chairman, for
bringing this Committee together today.

In deciding to commit $29 billion to help finance JPMorgan
Chase’s takeover of Bear Stearns, the Fed has set a new precedent
on the type of response that the Federal Government may provide
during financial panics. It may be that the Fed’s actions were war-
ranted by the unique financial conditions prevailing in our mar-
kets. However, such policy decisions must be fully considered by
this Committee. After all, the ultimate responsibility for financial
regulations rests with this Committee and the Congress.

In examining the events of the past few weeks, we must certainly
be mindful that regulators and market participants had to make
prompt decisions using available tools in the midst of a financial
storm. This will not be the last time that we face financial upheav-
als in our history. However, I think it would be unwise if we did
not take this opportunity this morning to thoroughly examine what
transpired, including how Bear Stearns was regulated, what
caused its collapse, whether any other institutions face similar risk,
and if there are any shortcomings in our regulatory structure.

Two aspects of the Fed’s response deserve particular attention.

First, for the first time since the Great Depression, the Fed has
funded a bailout of an investment bank. Previously, assistance by
the Fed had been extended to only FDIC-insured depository institu-
tions. But by extending the Federal safety net to an institution not
supported by an explicit Federal guarantee, the Fed’s actions may
create expectations that any major financial institution experi-
encing difficulties might be eligible for a Federal bailout. I think
we must guard against creating a moral hazard that encourages
firms to take excessive risks based on the expectations that they
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will reap all the profits while the Federal Government stands ready
to cover any losses if they fail.

A second point of concern is the legal authority for the Fed’s ac-
tions. The financial assistance extended by the Federal Reserve
was provided under the Federal Reserve’s emergency lending au-
thority, which allows the Fed to lend to any entity, not just banks,
in, and I quote, “unusual and exigent circumstances” with the ap-
proval of five members of the Board of Governors. This unilateral
regulatory authority is in sharp contrast to the regulatory scheme
set forth under FDICIA for bank failures involving systemic risks,
which includes roles for the FDIC, the Fed, the Treasury Secretary,
and the President of the United States.

The Fed’s recent actions may have been warranted. Nonetheless,
the Committee here today needs to address whether the Fed or any
set of policymakers should have such broad emergency authority
going forward. And if the evolution of our markets leads to the Fed-
eral safety net being extended to non-banks, attention should be
given here, I believe, to ensure that the proper decisionmaking
process is here and safeguards are in place.

I look forward to exploring these and other issues with our wit-
nesses today, and I appreciate again, Mr. Chairman, you calling
the hearing.

Chairman DoDD. Thank you very much, Senator Shelby.

Let me just say for the purposes of the Committee Members, as
you know, we have also got a major bill on the floor dealing with
the housing issue, so this is going to create somewhat of an awk-
ward moment or two here and there as we go back and forth. What
I would like to do, if I could at the outset—and we want to get to
our witnesses, but I also know that all of my colleagues have some
feelings about this matter, and so I am going to take a step here
and ask any Member that would like to make an opening brief
comment on this matter to be able to do so before we get to our
witnesses. And then we will hear from the witnesses themselves
and set up a question period as well.

But let me ask if anyone would like to be heard. I will begin with
Senator Johnson, if he has any brief comments. Or anyone else who
would like to be heard at the outset here, I would like to give you
that opportunity to be heard. Senator Johnson.

STATEMENT OF SENATOR TIM JOHNSON

Senator JOHNSON. Thank you, Chairman Dodd, for holding this
hearing today.

There appears to be little consensus on the effects of the recent
Fed action in the purchase of Bear Stearns. There has been criti-
cism voiced from a large network of people. I have received letters
from my constituents with concerns that it is a bailout of the big
bank that creates a moral hazard. Others wonder if it is appro-
priate to offer help to Wall Street firms while insisting on market
discipline for troubled homeowners.

There has also been applause for the situation from some quar-
ters. The U.S. markets responded favorably. Other investment
banks poised to be in trouble saw their stock rise. Foreign govern-
ments applauded this as a positive move for global markets, and
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other analysts suggested that the Fed actions averted what could
very well have been a modern-day run on the bank.

The reality of the situation is probably somewhere near the mid-
dle.

I thank you, Chairman Dodd, and I submit my whole statement
for the record.

Chairman DobpD. All statements, by the way, of Members and
any supporting data and information they would like to have in-
cluded will be included in the record during the entire hearing.

Senator Bennett.

STATEMENT OF SENATOR ROBERT F. BENNETT

Senator BENNETT. Thank you, Mr. Chairman. I agree with the
position you and the Ranking Member have taken. The only thing
I would quibble with in your statement is when you said, “Hind-
sight is always 20/20.” At this point hindsight has not yet reached
that level of accuracy because we are viewing these events through
the lenses of previously strongly held ideological positions. And it
is important for us to have this hearing so that we can perhaps
move away from some of those strongly held ideological positions
and find out what really happened.

So I endorse what you have had to say and thank you for calling
the hearing.

Chairman DobDD. I will so modify my opening statement to re-
duce the 20/20.

Senator Reed.

STATEMENT OF SENATOR JACK REED

Senator REED. Well, thank you very much, Mr. Chairman, and
the dramatic intervention by the Federal Reserve with regard to
Bear Stearns raises significant questions.

What are the consequences of this implicit guarantee on these in-
stitutions by the Federal Reserve and financial markets? What reg-
ulatory authority should be exercised over these institutions? What
are the steps being taken to minimize taxpayer exposure? And
what are the steps being taken to ensure that there is improved
risk management both by the financial institutions and regulators
alike going forward?

I think all of these questions begin with a careful analysis of
what has happened, a sober and highly detailed analysis of the ac-
tions of the agency, not just their authorities, but also how they im-
plemented their authorities, how they cooperated and commu-
nicated with other regulatory agencies. It is not finger pointing. It
is the kind of after-action report that is owed to the American pub-
lic since you are using their resources to stabilize this market.

We have, I think, an obligation to encourage you—in fact, more
than encourage you—to conduct this sober, no-holds-barred anal-
ysis of what happened, because the bottom line is to prevent a rep-
etition and to strengthen our markets. I think the greatest com-
petitive factor in our financial markets is the confidence that Amer-
icans and the world have that these markets are well regulated
and transparent. And if there is any question about the regulatory
sufficiency or transparency, that makes us less competitive in the
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marketplace, and it does not help us, it does not help the taxpayers
that are supporting these efforts.

Thank you, Mr. Chairman.

Chairman DopD. Thank you, Senator Reed.

Senator Allard.

STATEMENT OF SENATOR WAYNE ALLARD

Senator ALLARD. Thank you, Mr. Chairman. I am anxious to
hear from the witnesses and get into the question period.

Chairman DopD. Thank you.

Senator Schumer.

STATEMENT OF SENATOR CHARLES E. SCHUMER

Senator SCHUMER. Thank you for holding this hearing, Mr.
Chairman. I appreciate it. You can see by the fact that this room
is full that the economy has moved front and center when even the
behind-the-scenes moves of regulators and institutions gets the at-
tention it does.

My questions fall into three areas: the before, the after, and the
who. I think everyone agrees that the Fed had no choice and the
actions had to be done. But the question is first the before. How
long before this happened should the regulators have known what
happened? Bear Stearns had trouble. Two of their hedge funds
went under due to mortgages in the summer. Where were the regu-
lators? Was someone asleep at the switch, or is it that our regu-
latory structure does not work? The SEC has jurisdiction over Bear
Stearns, but mainly looks at investor protection and disclosure. The
Fed has responsibility for safety and soundness of the system, but
no jurisdiction over investment banks. I think that things fall be-
tween the cracks.

The after: What are we going to do now? How are we guarding
against the future Bear Stearns? And what rules are set in place
so that things are done in a fair way? The response to Bear Stearns
was necessary but ad hoc. If the Fed is going to be a stabilizer of
last resort, it would be best if the stabilizing efforts were by the
book instead of on the fly.

And, finally, the who: Everyone agrees that Bear Stearns was
staring into the abyss. What about homeowners who are also star-
ing into the abyss? It is true that a large institution creates sys-
temic risk problems. An individual homeowner does not. As an ag-
gregate, homeowners certainly do. Thousands and thousands and
thousands of foreclosures create as much systemic risk as one in-
vestment bank. And I worry that as quickly as the Federal Govern-
ment moved to save Bear Stearns from complete failure, it has
moved at a snail’s pace, if at all, to save homeowners from fore-
closures where the same types of moral hazard like as not existed.

So I thank you for this hearing, Mr. Chairman. It is necessary.
It is the beginning of a long road we have to face so that our sys-
tem of regulation catches up to the financial system that is on the
ground today.

Chairman DobDD. Thank you, Senator Schumer.

Senator Bunning.



7

STATEMENT OF SENATOR JIM BUNNING

Senator BUNNING. Thank you, Mr. Chairman. I will be brief.

First of all, I want to know, the first question: How big do you
have to be to be too big to fail? That is the question I ask first.

I am very troubled by the failure of Bear Stearns, and I do not
like the idea of the Fed getting involved in a bailout of that com-
pany. But before making a final judgment, I want to hear from our
witnesses why they thought it was necessary to stop the invisible
hand of the market from delivering discipline. That is socialism. At
least that is what I was taught. And I would imagine everybody at
that table was taught the same thing. It must not happen again.

I am also troubled that the regulators who were supposed to be
watching the types of mortgages being written did not do their job.
Neither did the regulators who were supposed to make sure one
firm did not become exposed to too much risk.

Other questions need to be asked. Does anyone else think they
will get Fed intervention if they get into trouble? Who let our fi-
nancial system become so fragile that one failure jeopardizes the
health of the entire system?

I am sure many other questions will come up as well. I look for-
ward to the hearing and will follow up during the questioning.

Chairman DopD. Thank you, Senator Bunning.

Senator Carper.

STATEMENT OF SENATOR THOMAS R. CARPER

Senator CARPER. Thank you, Mr. Chairman. Mr. Chairman,
thanks for pulling this together. I just want to say—just start off
by thanking you and Senator Shelby for the leadership you have
provided in recent days and weeks to try to make sure that our ac-
tion here in the U.S. Senate matches the action on the part of the
Federal Reserve and on the part of the Treasury and others to try
to restore confidence in our markets, to restore liquidity as well.

We will be taking up when we leave here today—the Chairman
and Senator Shelby will be leading a debate, accepting amend-
ments, debating amendments, as to what our responsibilities are to
follow up on the actions that you take. And I agree with Senator
Dodd. At the end of the day, I think, Chairman Bernanke, what the
Fed has done will probably pass muster, and we will end up thank-
ing you for that.

I am going to ask you, when it comes time for me to ask ques-
tions, I am going to be asking you to give us your advice, your in-
formed advice on the package that we are about to consider, that
we are going to debate. And we are taking on ourselves the ability
to criticize or comment on what you have done, and I would wel-
come you to do the same in terms of what we expect to do later
today and maybe through tomorrow and next week.

The other questions I am going to ask—and a bunch of my col-
leagues have already indicated, telegraphed their pictures, I will
telegraph mine as well, in terms of looking and reflecting on the
steps you have taken. But among the questions I want to ask,
Chairman Bernanke, are: Why did the Fed take the action that you
have done? How did the Fed actually intervene? Just sort of give
us a glimpse behind the curtain as to how you actually intervened.
What are the probable repercussions of the action? What are the
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possible repercussions if you had not chosen to act? Could this
intervention be seen as a model of what to do or not to do in the
future? And if it is maybe the latter, what steps should be taken
to reduce the likelihood that similar interventions will not be need-
ed in the future?

Those are the kinds of questions that I will be throwing your
way, but one of the first questions I will ask is: What advice would
you have for us as we take up our legislative actions on the floor?

Thank you very much, Mr. Chairman.

Chairman DobDD. Thank you very much.

Senator Dole.

STATEMENT OF SENATOR ELIZABETH DOLE

Senator DOLE. Thank you, Mr. Chairman. I am also anxious to
hear from the witnesses and get into the question period.

Chairman DoDD. Thank you very much.

Senator Menendez.

STATEMENT OF SENATOR ROBERT MENENDEZ

Senator MENENDEZ. Thank you, Mr. Chairman. I appreciate you
calling this hearing, and certainly no one questions the necessity
of having acted to stop the Bear Stearns crisis. We can only imag-
ine what would have happened to our broader economy at the end
of the day. But the catch about this deal is that much of it is riding
on faith, as I see it, and our faith cannot be blind, which means
it is time to pull back the curtains and examine the details.

If we do not learn from the chain of events that led to Bear’s de-
mise, then we are doomed to see a repeat in the future. I hope the
answers we will hear today will provide insight into some key ques-
tions, including how we ended up blindsided by the sudden tanking
of a firm as large as this one on Wall Street; how the specifics of
this unprecedented deal were hammered out. What are the con-
sequences of sticking taxpayers with a $29 billion loan that could
fail? And, last, how do we continue to look at struggling home-
owners in the eye when we pull out all the stops to help a sinking
ship on Wall Street but homeowners are still adrift at sea, drown-
ing in foreclosure?

The Bear Stearns crisis reared its head, and it was solved in a
matter of days. The foreclosure crisis has been going on for a year
with no end in sight. And both pose, I think, significant if not equal
threats to our economy.

So I look forward to getting to the bottom of exactly how the de-
cision to rescue Bear Stearns came about and why their crisis is
so different from the crisis still raging in neighborhoods across the
country.

Thank you.

Chairman DobDD. Thank you very much.

Senator Martinez.

Senator MARTINEZ. I will pass.

Chairman DoDD. You pass on that.

Senator Tester.
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STATEMENT OF SENATOR JON TESTER

Senator TESTER. Thank you, Mr. Chairman. Welcome, Committee
Members. You have got a lot of questions to answer, and I appre-
ciate you being here. This is a big issue.

You know, I had a hearing the day after this merger was an-
nounced. I had a forum on financial investments. The first question
from the crowd did not go to the experts. It went to me. And the
question was: “Why $30 billion? Why was it invested? I am home-
owner. I am in trouble. How come nobody steps up to the plate to
help me?” Many of the same questions that were asked here.

I guess if I was to add to this list of questions, Have we set
precedents? Is this going to be the policy from now on? Is this the
digection we are headed, and is the right direction to be heading
in?

With that, Mr. Chairman, I just want to thank you for the hear-
ing, and I do have many questions, more than that, when my time
comes.

Thank you.

Chairman DopD. Thank you, Senator, very much.

Senator Corker.

STATEMENT OF SENATOR BOB CORKER

Senator CORKER. Mr. Chairman, I do not have an opening state-
ment, and I hope that—you all have shown tremendous leadership,
especially over the last few days. I hope we can move toward the
leader and the Ranking Member only making opening comments in
the future somehow so we could get to the witnesses, but I have
been greatly illuminated and look forward to certainly hearing our
witnesses.

Chairman DoDD. We are glad you have a chair at the table and
not in the closet back there as well.

[Laughter.]

Chairman DoDD. We have all been in that seat at one point or
another.

Senator Bayh.

Senator BAYH. I will wait.

Chairman DoDD. Senator Crapo.

STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Thank you, Mr. Chairman. I will be brief as well.
I believe that the Members of the panel who have spoken already
have already raised a number of critical issues. I think there is one
more that we need to pay attention to as we look at this situation.

The Congress is—or the Senate literally today is looking at
issues relating to the housing market and the mortgage industry,
and we are going to today in this hearing be looking very closely
at what happened with the Bear Stearns situation and how the
Fed and the Treasury and the SEC responded there.

I think as we look at these issues and as the hearing moves for-
ward, we also need to look at our competitiveness, frankly, in cap-
ital markets and whether we need to look at an entirely new re-
structuring of how we regulate our financial markets in this coun-
try. This issue has also been raised recently by Secretary Paulson,
and many others have raised it before he did.
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So I believe that what we are looking at in today’s hearing clear-
ly brings forward the question of how is our regulatory structure
in the United States set up and how should it be set up as we look
forward to moving into this next century, and how can we make
ourselves as competitive as possible in today’s global economy.

With that, Mr. Chairman, I will stop.

Chairman DobDD. Thank you. Thank you very much, Senator.
And, again, I want to thank our witnesses for being here. We have,
of course, the Chairman of the Federal Reserve Ben Bernanke; the
Honorable Christopher Cox, the Chairman of the Securities and
Exchange Commission; the Honorable Robert Steel, who is the
Under Secretary for Domestic Finance at Treasury; and Tim
Geithner, who is the President of the Federal Reserve Bank of New
York. And we thank all four of you once again for being here.

Chairman Bernanke, you have spent quite a bit of time in Con-
gress these last few days. I suggested in private before the hearing
that we might find an office up here for the Chairman, he has been
here so often over the last number of days.

We are grateful to you, all of you, for being here, as well as our
other witnesses who are here in the second panel. We will begin
with you, Mr. Chairman, and I would like you to take 5 or 6 min-
utes. I do not want to hold you to any specific time, but if you
would try and keep it in that framework. And also any other infor-
mation you think that would be valuable for the Committee to
have, we will, of course, agree to accept that testimony, as well as
the documentation.

With that, welcome to the Committee.

STATEMENT OF BEN S. BERNANKE, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. BERNANKE. Mr. Chairman, I do want to thank you for this
hearing, which I think is absolutely appropriate and necessary, and
we welcome your oversight.

Chairman Dodd——

Senator BUNNING. Mr. Chairman, would you pull that mike clos-
er? Thank you.

Mr. BERNANKE. How is that?

Senator BUNNING. That is great.

Mr. BERNANKE. Chairman Dodd, Senator Shelby, and other
Members of the Committee, I appreciate this opportunity to discuss
the economic and financial context and the actions the Federal Re-
serve has taken to stabilize financial markets and the economy.

Although the situation has recently improved somewhat, finan-
cial markets remain under considerable stress. Pressures in short-
term bank funding markets, which had abated somewhat beginning
late last year, have increased once again. Many lenders have been
reluctant to provide credit to counterparties, especially leveraged
investors, and increased the amount of collateral they required to
back short-term security financing agreements. To meet those de-
mands, investors have reduced their leverage and liquidated hold-
ings of securities, putting further downward pressure on security
prices. Credit availability has also been restricted because some
large financial institutions, including some commercial and invest-
ment banks and the government-sponsored enterprises, have re-
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ported substantial losses and writedowns, reducing the capital they
have to support new lending. Some key securitization markets, in-
cluding those for nonconforming mortgages, continue to function
poorly, if at all.

These developments in financial markets—which themselves re-
flect, in part, greater concerns about housing and the economic out-
look more generally—have weighed on real economic activity. Nota-
bly, in the housing market, sales of both new and existing homes
have generally continued weak, partly as a result of the reduced
availability of mortgage credit, and home prices have continued to
fall. Private payroll employment fell substantially in February,
after 2 months of smaller job losses, with job cuts in construction
and closely related industries accounting for a significant share of
the decline. But the demand for labor has also moderated recently
in other industries. Overall, the near-term economic outlook has
weakened relative to the projections released by the Federal Open
Market Committee at the end of January. Inflation has also been
a source of concern. We expect inflation to moderate in coming
quarters, but it will be necessary to continue to monitor inflation
developments carefully.

Well-functioning financial markets are essential for the efficacy
of monetary policy and, indeed, for economic growth and stability.
Consistent with its role as the Nation’s central bank, the Federal
Reserve has taken a number of steps in recent weeks to improve
market liquidity and market functioning. These actions include re-
ducing the cost and increasing the allowable term of discount win-
dow credit to commercial banks; increasing the size of our Term
Auction Facility, through which credit is auctioned to depository in-
stitutions; initiating a Term Securities Lending Facility, which al-
lows primary dealers to swap less liquid mortgage backed securi-
ties for more liquid Treasury securities; and creating the Primary
Dealer Credit Facility, which is similar to the discount window but
accessible to primary dealers. Although these facilities operate
through depository institutions and primary dealers, they are de-
signed to support the broader financial markets and the economy
by facilitating the provision of liquidity by those institutions to
their customers and counterparties. With respect to monetary pol-
icy, at its March meeting the FOMC reduced its target for the Fed-
eral funds rate by 75 basis points to 2%4 percent.

It was in this context of intensifying financial and economic
strains that, on March 13th, Bear Stearns advised the Federal Re-
serve and other Government agencies that its liquidity position had
significantly deteriorated and that it would have to file for bank-
ruptcy the next day unless alternative sources of funds became
available.

This news raised difficult questions of public policy. Normally,
the market sorts out which companies survive and which fail, and
that is as it should be. However, the issues raised here extended
well beyond the fate of one company. Our financial system is ex-
tremely complex and interconnected, and Bear Stearns participated
extensively in a range of critical markets. The sudden failure of
Bear Stearns likely would have led to a chaotic unwinding of posi-
tions in those markets and could have severely shaken confidence.
The company’s failure could also have cast doubt on the financial
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positions of some of Bear Stearns’ thousands of counterparties and
perhaps of companies with similar businesses. Given the excep-
tional pressures on the global economy and financial system, the
damage caused by a default by Bear Stearns could have been se-
vere and extremely difficult to contain. Moreover, and very impor-
tantly, the adverse impact of a default would not have been con-
fined to the financial system but would have been felt broadly in
the real economy through its effects on asset values and credit
availability.

To prevent a disorderly failure of Bear Stearns and the unpre-
dictable but likely severe consequences for market functioning and
the broader economy, the Federal Reserve, in close consultation
with the Treasury Department, agreed to provide funding to Bear
Stearns through JPMorgan Chase. Over the following weekend,
JPMorgan Chase agreed to purchase Bear Stearns and assumed
Bear’s financial obligations.

The purpose of our action, as with our other recent actions—in-
cluding our provision of liquidity to financial firms and our reduc-
tions in the federal funds rate target—was, as best as possible, to
improve the functioning of financial markets and to limit any ad-
verse effects of financial turmoil on the broader economy. We will
remain focused on those objectives.

Clearly, the U.S. economy is going through a very difficult pe-
riod. But among the great strengths of our economy is its ability
to adapt and to respond to diverse challenges. Much necessary eco-
nomic and financial adjustment has already taken place, and mone-
tary and fiscal policies are in train that should support a return
to growth in the second half of this year and next year. I remain
confident in our economy’s long-term prospects.

Thank you, and I would be pleased to take your questions.

Chairman DobDD. Thank you very much.

Chairman Cox.

STATEMENT OF CHRISTOPHER COX, CHAIRMAN, SECURITIES
AND EXCHANGE COMMISSION

Mr. Cox. Thank you, Chairman Dodd, Senator Shelby, and mem-
bers of the Committee, for inviting me to testify today on behalf of
the Securities and Exchange Commission about recent events in
the financial markets, and in particular the merger agreement be-
tween JPMorgan and Bear Stearns.

The recent actions by the Federal Reserve, as Chairman
Bernanke has just described, are unprecedented and of unques-
tioned significance. They include not only the extension of guaran-
tees and credit in connection with JPMorgan’s acquisition of Bear
Stearns, but also the opening of the discount window to every one
of the major investment banks.

What happened to Bear Stearns during the week of March 10th
was likewise unprecedented. For the first time, a major investment
bank that was well-capitalized and apparently fully liquid experi-
enced a crisis of confidence that denied it not only unsecured fi-
nancing, but even short-term secured financing. And even when the
collateral consisted of Treasuries and agency securities which had
a market value in excess of the funds to be borrowed.
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Counterparties would not provide securities lending services and
clearing services. Prime brokerage clients moved their cash bal-
ances elsewhere. These decisions, in turn, influenced others to also
reduce their exposure to Bear.

Over the weekend of March 15th and 16th, Bear Stearns faced
a choice between filing for bankruptcy on Monday morning, or con-
cluding an acquisition agreement with a larger partner.

In the cauldron of these events, the actions that the Federal Re-
serve took—in particular extending access to the discount window,
not only to Bear Stearns but to the other major investment
banks—were addressed to preventing future occurrences of the
run-on-the-bank phenomenon that Bear endured. It remains, how-
ever, for regulators and Congress to consider what other steps, if
any, are necessary to harmonize this significant new safeguard
with other aspects of the existing legislative and regulatory struc-
ture.

The SEC, of course, does not have the function of extending cred-
it or liquidity facilities to investment banks or to any regulated en-
tity. Instead, through our consolidated supervised entities program,
the Commission exercises oversight of the financial and operational
condition of Bear Stearns, Goldman Sachs, Lehman Brothers, Mer-
rill Lynch, and Morgan Stanley at both the holding company and
the regulated entity levels. Our oversight of the CSEs includes
monitoring for firm-wide financial and other risks that might
threaten the regulated entities within the CSEs, especially the U.S.
regulated broker-dealers and their customers.

In particular, the SEC requires that firms maintain an overall
Basel capital ratio at the consolidated holding company level of not
less than the Federal Reserve’s 10 percent well-capitalized stand-
ard for bank holding companies.

At all times during the week of March 10th through 17th, up to
and including the time of its agreement to be acquired by
JPMorgan, Bear Stearns had a capital cushion well above what is
required to meet the Basel standards. Specifically, even at the time
of its sale, Bear Stearns’ consolidated capital and its broker-deal-
ers’ net capital exceeded relevant supervisory standards.

Even prior to the experience with Bear Stearns, the SEC’s super-
vision of investment bank holding companies has always recognized
that capital is not synonymous with liquidity. A firm can be highly
capitalized while also having liquidity problems. So in addition to
a healthy capital cushion, the firm needs sufficient liquid assets in
the form of cash and high quality instruments such as U.S. Treas-
ury securities that can be used as collateral for loans in times of
stress.

For this reason, the CSE requirements are designed to ensure
that an investment bank holding company can meet all of its cash
needs even in the face of a complete cutoff of unsecured financing
that lasts for a full year. In these ways, the CSE supervisory model
has focused on the importance of both capital and liquidity.

What neither the CSE regulatory approach, nor any existing reg-
ulatory model, has taken into account is the possibility that se-
cured funding, even if it is backed by high quality collateral such
as U.S. Treasury and Agency securities, could become unavailable.
The existing models for both commercial and investment banks are
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premised on the expectancy that secured financing would be avail-
able in any market environment, albeit perhaps on less favorable
terms than normal.

For this reason, the inability of Bear Stearns to borrow against
even high quality collateral on March 13th and 14th was an un-
precedented occurrence. And that is what has prompted the Fed’s
action to open the discount window to investment banks.

Beyond this obviously powerful step that the Fed has taken, the
Bear Stearns’ experience has challenged the measurement of li-
quidity in every regulatory approach, not only here in the United
States but around the world. It was in this connection that I con-
veyed to the Basel Committee my strong support for extending
their capital adequacy standards to deal with liquidity risk of the
kind that materialized for Bear Stearns.

The Fed’s other important decision, to provide funding to Bear
Stearns through JPMorgan, was made because—as you have heard
Chairman Bernanke testify—Bear’s extensive participation in a
range of critical markets meant that a chaotic unwinding of its po-
sitions not only could have cast doubt on the stability of thousands
of the firm’s counterparties, but also created additional pressures
well beyond the financial system through the real economy. These
are considerations of systemic risk that extend far beyond the
SEC’s mandate to protect investors, ensure orderly securities mar-
kets, and promote capital formation through such means as the
CSE program.

But it is important to observe nonetheless that the SEC’s statu-
tory and regulatory framework, including not only our broker-deal-
er net capital regime but also the protection provided to investors
through SIPC, and the requirement that SEC-regulated broker-
dealers segregate customer funds and fully paid securities from
those of the firm, worked in this case to achieve the purpose for
which it was designed.

Despite the run on the bank to which Bear Stearns was sub-
jected, its customers were fully protected. At no time during the
week of March 10th through 17th, up to and including the date of
the agreement with JPMorgan, were any of Bear Stearns’ broker-
dealer customers at risk of losing their cash or their securities.

The question has been asked what might have happened if, not-
withstanding the Fed’s action, the transaction with JPMorgan had
not been agreed to before Monday, March 17th? Unfortunately, un-
like a laboratory in which conditions can be held constant and vari-
ables changed while the experiment is repeated, in the social
science of the market the selection of one course of action forever
forecloses all other approaches that might have been taken.

But there is one thing we know to a certainty. With or without
JPMorgan’s acquisition of Bear and with or without a bankruptcy,
Bear Stearns’ customers are and would have been fully protected
from any loss of cash or securities.

Beyond demonstrating the importance of short-term liquidity in
the form of available sources of secured funding, the Bear Stearns’
experience has highlighted the statutory supervisory gap in this
area. In 1991, when Congress enacted the Federal Deposit Insur-
ance Improvement Act, it recognized the importance of having a
framework for considering the resolution of financial difficulties ex-
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perienced by commercial banks, but not unfortunately by invest-
ment banks.

FDICIA, together with the Federal Deposit Insurance Act, reflect
Congress’ conviction that it is best not to improvise the principles
that will guide Federal intervention in financial institutions. That
is a point that is equally valid not only for depository institutions
but other systemically important institutions, as well.

Now, as always, the SEC is working closely with our regulatory
counterparts to ensure that our regulatory actions contribute to or-
derly and liquid markets. These recent events have amply dem-
onstrated that the SEC’s mission to protect investors, maintain or-
derly markets, and promote capital formation is more important
now than ever it has been.

Thank you again, Mr. Chairman, for the opportunity to discuss
these important issues and I look forward to taking your questions.

Chairman DopD. Thank you very much, Chairman Cox.

Secretary Steel.

STATEMENT OF ROBERT STEEL, UNDER SECRETARY OF
TREASURY FOR DOMESTIC FINANCE, DEPARTMENT OF THE
TREASURY

Mr. STEEL. Thank you. Chairman Dodd, Ranking Member Shel-
by, members of the Committee, good morning. I very much appre-
ciate the opportunity to appear before you today to represent Sec-
retary Paulson and the United States Treasury Department, and to
join the independent regulators leading the Board of Governors of
the Federal Reserve System, the Securities and Exchange Commis-
sion, the Federal Reserve Bank of New York. As you know, Sec-
retary Paulson is on a long-scheduled trip to China today.

You invited Treasury here today to discuss the ongoing chal-
lenges in our credit markets, and specifically, the agreement be-
tween JPMorgan Chase and Company and the Bear Stearns Com-
panies, Inc.

The Treasury Department continues to closely monitor the global
capital markets and the past several months have presented to us
many important issues and situations to evaluate and to address.
As Secretary Paulson stated earlier this week, a strong financial
system is vitally important, not only for Wall Street, not only for
the bankers, but for all Americans. When our markets work, people
throughout our economy benefit. Americans seeking to buy a car,
a home, families borrowing to pay for college, innovators borrowing
on the strength of a good idea for a new product or technology, and
business financing investments that create new jobs. When our fi-
nancial system is under stress, all Americans bear the con-
sequences.

Mr. Chairman, as you have appropriately noted in your letter to
Secretary Paulson, “It is important to maintain liquidity, stability,
and investor confidence in the markets.”

The recent events in the credit and mortgage markets are of con-
siderable interest to this Committee, other Members of Congress,
and most importantly, all of the citizens of this country. For several
months, our financial markets have gone through a period of turbu-
lence followed by periods of improvement. A great deal of
deleveraging is occurring, which has created liquidity challenges
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for financial institutions and thereby compromised our credit mar-
kets’ ability to be an engine of economic growth.

It took a long time to build up the excesses in our markets and
we are now working through all of the varied consequences. Market
participants are adjusting, making disclosures, raising capital, and
repricing assets. We have continued to engage with our fellow regu-
lators and market participants so that collectively we work through
these challenges to limit the spillover effects to our economy and
make our markets even stronger in the future.

During times of market stress, certain issues may hold the po-
tential to spill over to the broader markets and cause harm to the
American economy. This was the case, in our view, with the events
surrounding the funding capability of Bear Stearns between March
13th, 2008 and March 24th. The funding condition of Bear Stearns
had deteriorated rapidly and by March 13th, 2008 had reached
such a critical stage that the company would have faced a bank-
ruptcy filing on March 14th, 2008 absent an extraordinary infusion
of liquidity.

During this period, regulators were continually communicating
with one another, working collaboratively, and keeping each other
apprised of the changing circumstances. The focus was not on the
specific institution but on the more important strategic concern of
the implications of a bankruptcy. The failure of a firm at that time
that was so connected to so many corners of our markets would
have caused financial disruptions beyond Wall Street.

We weighed the multiple risks, such as the potential disruption
to counterparties, other financial institutions, the markets, and the
market infrastructure. These risks warranted a careful review and
thorough considerations of potential implications and responses.

Our role at the Treasury Department was to support the inde-
pendent regulators and their efforts with private parties as credit
markets were operating under considerable stress and we believed
that certain prudent actions could help to mitigate systemic risk,
enhance liquidity, facilitate more orderly markets, and minimize
the risk to the taxpayers.

The Treasury Department supports the actions taken by the Fed-
eral Reserve Bank of New York and the Federal Reserve. We be-
lieve the agreements reached were necessary and appropriate to
maintain stability in our financial system during this critical time.

Obviously, each independent regulator had to make its own indi-
vidual assessment and determination as to what actions it would
or would not take. While the Treasury Department was not a party
to any agreements, we have a great deal of respect for the leader-
ship of each regulator and appreciate their efforts during this ex-
traordinary time.

Upon assessing the Bear Stearns situation, the Federal Reserve
decided to take the very important and consequential action of au-
thorizing the Federal Reserve Bank of New York to institute a tem-
porary program for providing liquidity to primary dealers. Recent
market turmoil has required the Federal reserve to adjust some of
the mechanisms by which it provides liquidity to the financial sys-
tem. Its response, in the face of new challenges, deserves praise.

At the Treasury Department, we will continue to monitor market
developments. We remain focused on the issues surrounding recent
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developments, including the important responsibility of safe-
guarding Government funds.

Recent events underscore the need for strong market discipline,
prudent regulatory policies, and robust risk management. The
Treasury Department and our colleagues, comprising the Presi-
dent’s Working Group on Financial Markets, are addressing the
current and strategic challenges and doing all that we can to en-
sure high quality, competitive, and orderly capital markets. We
seek to strengthen market discipline, mitigate systemic risk, en-
hance investor confidence and market stability, as well as facilitate
stable economic growth.

Thank you, and I look forward to your questions, sir.

Chairman DopD. Thank you very much, Mr. Secretary.

Chairman Geithner.

STATEMENT OF TIMOTHY F. GEITHNER, PRESIDENT, FEDERAL
RESERVE BANK OF NEW YORK

Mr. GEITHNER. Thank you, Mr. Chairman, Senator Shelby, mem-
bers of the Committee. Thanks for giving me the chance to be here
today.

These are exceptional times. We have taken some very con-
sequential actions. They deserve and require very careful analysis
and reflection and oversight. And you are right to begin that proc-
€ss Now.

I have submitted a very extensive written testimony describing
in detail the events that began that evening of, I think, March
13th. But I just want to limit my opening remarks to three things.

One is I want to explain why we did what we did. I want to talk
a little bit about the policy challenges ahead and continuing risks
to the economy in this financial crisis. And I want to set out some
broad objectives for how we think about the future.

Three weeks ago, on March 13th, we learned from the SEC that
Bear Stearns was facing imminent bankruptcy. This presented us
with some extraordinarily difficult policy judgments. Bear Stearns
occupies, occupied, a central position in the very complex and intri-
cate relationships that characterize our financial system. And as
important as that, it reached the brink of insolvency at an excep-
tionally fragile time in global financial markets.

In our judgment, an abrupt and disorderly unwinding of Bear
Stearns would have posed systemic risks to the financial system
and magnified the downside risk to economic growth in the United
States. A failure to act would have added to the risk that Ameri-
cans would face lower incomes, lower home values, higher bor-
rowing costs for housing, education, other living expenses, lower re-
tirement savings, and rising unemployment.

We acted to avert that risk in the classic tradition of lenders of
last resort, with the authority provided by the Congress. We chose
the best option available in the unique circumstances that pre-
vailed at that time.

The Federal Reserve has to strike a very careful balance between
actions to contain risk to the broader economy and actions that
might amplify the risk of future financial crises by insulating in-
vestors from the consequences of imprudence.
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In this context, though, let me just emphasize two things. A fail-
ure to act would have imposed significant damage on those house-
holds, on those companies, on those financial institutions that had
been comparatively prudent. And in this particular case, no owner
or executive or director of a financial institution can look at the
outcome for Bear Stearns and choose to see their firm managed in
such a way as to court a similar fate.

The financial arrangement we reached to help avert defaults was
authorized by the Chairman of the Board of Governors, and sup-
ported by the Secretary of the Treasury. It is very carefully de-
signed to provide a number of important protections to reduce the
risk of any loss. First, our loans are backed by a substantial pool
of collateral that will be professionally managed. Second,
JPMorgan Chase agreed to absorb the first $1 billion of any loss
that might occur in connection with this arrangement. And third,
our long-term horizon for holding the collateral will enable assets
to be managed in an orderly fashion to minimize the risk of any
loss and minimize any disruption to markets.

The risk in this arrangement—and there are risks in this ar-
rangement—are modest in comparison to the substantial losses to
the economy that could have accompanied Bear’s insolvency.

I believe the actions taken by the Federal Reserve on a number
of fronts in recent months have reduced some of the risks to the
economy that is inherent in this adjustment underway in financial
markets. By reducing the probability of a systemic financial crisis,
the actions taken by the Fed on and after March 14th have helped
avert substantial damage to the economy and they have brought a
measure of tentative calm to global financial markets.

Relative to the conditions that existed on March 14th, risk pre-
miums have narrowed, foreign exchange markets are somewhat
more stable, energy and commodity prices are somewhat lower,
perceptions of risk in the financial system have somewhat dimin-
ished, and the flight to quality is less pronounced.

Nevertheless, and I want to emphasize nevertheless, liquidity
conditions in markets are still substantially impaired and the proc-
ess of deleveraging remains underway. Financial market partici-
pants are still extraordinarily cautious about assuming risk. And
this will intensify, continue to intensify, the headwinds facing the
U.S. in the global economy.

The causes of this crisis took a long time to build up and they
will take some time to work through. And in this context, it is im-
portant to underscore the fact that policymakers and financial mar-
ket participants are going to need to continue to act proactively,
with actions that are proportionate to the challenges ahead.

Let me just highlight three important areas for continued focus
on the policy front. First, it is very important that financial institu-
tions continue to improve the quality of disclosure. And even the
strongest institutions face compelling incentives to raise new equity
capital so that they can take advantage of the opportunities ahead.

Second, alongside the broad policy actions, both monetary policy
and fiscal policy, that are already in place to contain the downside
risk to the economy, it is very important to strengthen the capacity
of the major government sponsored enterprises, the Federal Home
Loan Bank system, the Federal Housing Administration, so that
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they can provide finance to the mortgage market and help reduce
the risk of avoidable foreclosures.

Third, the Federal Reserve, working closely with other major
central banks, will continue to provide liquidity to markets to help
facilitate the process of financial repair.

Looking forward, and it is important to look forward, even as we
work to contain the risks in this financial crisis, we need to begin
to design a comprehensive set of reforms to the financial system.
In addition to the very important objective of putting in place a
stronger set of protections for consumers, the overwhelming imper-
ative of reform must be to put in place a stronger framework for
financial stability, both in the United States and, I think, globally.

And our objective should be to create a system that preserves the
unique strength of our markets in providing individuals and com-
panies with innovative ways to access capital and credit, but with
a greater capacity to withstand stress. And this is going to require
significant changes to regulatory policy and to the regulatory
framework. And I think the focus has to be on changing the incen-
tives all financial market participants face in managing risk and
exposure to adverse outcomes.

In my view, and this is my personal view, there are a set of im-
portant objectives and principles that should guide this effort. I am
just going to list five quickly, before I conclude.

First, we need to ensure there is a stronger set of shock absorb-
ers in terms of capital and liquidity in those institutions, both
banks and a limited number of the largest investment banks, insti-
tutions that are critical to market functioning. And they need to be
uI:ider a stronger form of consolidated supervision than exists
today.

Second, we need to streamline and simplify our excessively com-
plex and segmented regulatory framework to reduce the oppor-
tunity it creates for regulatory arbitrage, not just in the mortgage
market but more broadly.

Third, we need to make the financial infrastructure more robust,
particularly in the derivatives and repo markets, so that the sys-
tem can better withstand the effects of default by a major partici-
pant.

Fourth, we need to redesign the set of liquidity facilities that we
maintain in normal times—we, at the Federal Reserve, maintain in
normal times—and in extremis, both in the United States and
across the other major central banks. And these changes, as many
of you have recognized, need to come with a stronger set of require-
ments for the management of liquidity risk by financial institutions
that have access to central bank liquidity.

And fifth, we need to make sure that the Federal Reserve has
the mix of authority and responsibility that is necessary to enable
it to respond with adequate speed and force to systemic risk to fi-
nancial stability.

Our system has many strengths, but to be direct about it, I think
we have suffered a very damaging blow to confidence and the credi-
bility of our financial system. One of the great strengths of our sys-
tem, though, is the speed with which we adapt to change.

My colleagues at the Federal Reserve and I look forward to work-
ing with this Committee, with the Congress, and with the executive
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branch to try to think through the very important task of how to
put in place a stronger system for the future.

I just want to express, in closing, my admiration and apprecia-
tion to the officers and staff of the Federal Reserve Bank of New
York and the Federal Reserve system. They have performed with
great skill and care under extreme pressure.

I also want to thank Chairman Bernanke, Secretary Paulson,
Chairman Cox, and Bob Steel, among many other colleagues in the
Fed and the supervisory community for really exceptional leader-
ship in a difficult time.

Thanks again for giving me the chance to appear today.

Chairman DoDD. Thank you very much, President Geithner.

Just a couple of quick points, if I can.

First of all, T just want to express once again to the witnesses,
I realize this was an extraordinary case in calling this hearing, but
with the exception of one witness we got statements very late last
evening. Again, I want to make this appeal to people. You have got
to let us know—my colleagues here want to be able to read these
statements, they want to develop questions. We need to get these
statements in a more timely fashion under the rules of the Com-
mittee.

I would be remiss if I did not bring it up again. I do not want
to keep repeating it every hearing we go. So again, I understand
the timing of this Committee may have put some additional pres-
sures and I know others of you had to testify in other hearings
prior to this. But I want to make that case.

Second, what I would like to do here, why don’t I try 7 minutes.
That is not a lot of time, but there are a lot of members here and
I want to make sure everybody gets a chance to raise questions. I
am not going to bang down the gavel at seven, but try and keep
that in mind as you develop your questions on the Committee.

I will begin, if I can, with a question for the Federal regulators
here. I guess going back, I was thinking this morning, there was
the question raised by Howard Baker years ago, what did you
know, and when did you know it? The kind of a question that
comes to mind when you look at this situation, talking about the
96 hours. And what did our regulators know and when did you
know it, in terms of our response to the situation with Bear
Stearns.

Specifically, there have been some reports in the press about the
details of this negotiation. The Wall Street Journal reported, and
I quote them, it says “This was no normal negotiation. Instead of
two parties, there were three, the third being the Federal Govern-
ment. It is unclear what the explicit requests were made by the
Fed or the Treasury.”

So I will begin with you, Chairman Bernanke, and also ask Sec-
retary Steel what, if any, interjections were there over stock price
of Bear Stearns? Specifically again, there are just reports, and I
want to share them with you, that they would make an offer. That
JPMorgan Chase would make an offer of $4 a share. Subsequently
it was conveyed to JPMorgan Chase by someone in the Federal
Government that the offer sounded too high in terms of rewarding
Bear Stearns’ stockholders, given the taxpayer funding that was in-
volved.
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Therefore, were you or any of your agencies aware at any point
that there was an offer of $4 a share made from JPMorgan Chase?
And second, did you or anyone in your agency provide feedback to
JPMorgan or Bear Stearns on the value of that offer, in particular?
And then last, given the specifics of the situation, depending upon
your answer, do you think it would be improper or is it improper
for any high-ranking Government official to have given advice to
the CEOs of companies regarding what the appropriate stock price
should be in circumstances like this?

Mr. BERNANKE. Mr. Chairman, the Federal Reserve’s interest in
this negotiation was that Bear Stearns be assumed by a strong
firm so that its obligations would be met. I would emphasize, in
fact, that we were very careful to make sure that there were mul-
tiple opportunities for different firms to talk to Bear Stearns over
that short period of time.

We had no interest or no concern about the stock price that was
evaluated. That was a secondary issue, as far as we were con-
cerned. We wanted to see Bear Stearns’ liabilities assumed in some
way.

Chairman DoDD. So there was no interjection on the part of the
Fed at all in this area?

Mr. BERNANKE. Not to my knowledge.

Chairman DoDD. Secretary Steel.

Mr. STEEL. Well sir, the Secretary of the Treasury and other
members of Treasury were active participants during this 96 hours,
as you describe. There were lots of discussions back and forth. Also,
in any combination of this type, there are multiple terms and con-
ditions.

I think the perspective of Treasury was really twofold. One, was
the idea that Chairman Bernanke suggested, that a combination
into safe hands would be constructive for the overall marketplace.
And No. 2, since there were Federal funds or the Government’s
money involved, that that be taken into account, and Secretary
Paulson offered perspective on that.

There was a view that the price should not be very high or
should be toward the low end and that it should be, given the Gov-
ernment’s involvement, that was the perspective.

But regards to the specifics, the actual deal was negotiated or
the transaction was negotiated between the Federal Reserve Bank
of New York and the two parties.

Chairman DoDD. President Geithner, can you shed any light on
this at all, on these rumors that are going around about Federal
agencies recommending a lower price rather than one that was
being offered?

Mr. GEITHNER. Let me just echo what the Chairman and Bob
Steel said. Two objectives, very important for us. One was there be
an agreement reached that would avert the risk of default because
of the consequences for the economy as a whole.

The second was that the outcome, to the extent possible, not add
to the inherent moral hazard risk in this kind of intervention.

From my perspective, the outcome reached that evening and the
subsequent agreement reached a week later, are fully consistent
with those two objectives.
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Would there have been some outcomes that would have been not
consistent with other objectives? Possibly, but we were not pre-
sented with those outcomes.

Chairman DoDD. The point I want to get at here is whether or
not our Federal agencies at all, including Treasury in this case
here, Secretary Steel, where one offer was made and the Treasury
recommended a lower—that a lower price be offered. Was there any
such intervention directly by the Treasury?

Mr. STEEL. I cannot confirm that, sir. Secretary Paulson and
Treasury were active participants. But in the end, the actual offer
made and accepted was between the Federal Reserve Bank of New
York and the participants. As I said, there was a perspective, as
President Geithner suggested, that the outcome, with all the dif-
ferent terms and conditions, would be consistent with commu-
nicating and making clear moral hazard to the least degree pos-
sible. And I think that is consistent with how President Geithner
and I describe it.

Chairman DoDD. I understand the motivation behind it. The
question is whether—I guess I maybe should ask the first question.
What would be your reaction to the question, generally speaking,
as to the propriety in this sort of circumstance of the Treasury in-
tervening with a specific request that a certain price be offered
where this kind of a transaction is going forward?

Mr. STEEL. I think that the Treasury was actively involved and
provided a perspective. The final terms and conditions were settled
by the Federal Reserve Bank of New York. It was our perspective,
as I said, that moral hazard wanted to be protected as much as
possible. And so therefore a lower price was more appropriate. And
there were lots of terms and conditions.

The appropriateness, from my perspective, is that when there is
Federal money involved, as originally $30 billion and then $29 bil-
lion, then there is a point of view that should be offered to the prin-
cipals, which in this case the Federal Reserve Bank of New York,
as to our perspective.

Chairman DopD. Well, all right. Let me move on. I do not want
to dwell on it, but that is a question I am sure others may pursue
as well because it is a matter of concern.

I want to go back to the issue of the discount window, if I could,
Mr. Chairman, with you. As I mentioned in my opening statement,
in a hearing before this Committee a week or two earlier than the
events of March 13th and 14th, we had in fact a panel of regulators
before us. And I raised the issue as to whether or not opening up
the discount window to broker-dealers would be a—how wise that
would be. It was not just the Vice Chairman of the Fed but, in fact,
every regulator at the panel that day rejected the idea. Obviously,
people changed their minds, apparently, over the next 10 days or
12 days.

The question I have for you is, one, what happened in that 10
days that caused the Fed to change its mind? Second, if you had
changed your mind, why didn’t you change your mind on Thursday
night instead of Sunday night? And if you had changed your mind
on Thursday night instead of Sunday night, could Bear Stearns
have been saved, since Bear Stearns was not insolvent, it was a li-
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quidity issue. And if opening up that discount window would have
provided additional liquidity, could all of this been avoided?

Mr. BERNANKE. Mr. Chairman, it was a very substantial step to
do what we did, to open up the discount window. And we did not
take it lightly, as Vice Chairman Kohn indicated. We had, in fact,
earlier that week, on the Tuesday we had instituted the Term Se-
curities Lending Facility which was, in fact, open to primary deal-
ers. It was a source of liquidity and did provide reassurance. The
market responded very well to that. But it was not available during
that week.

It was precisely the set of conditions that we saw during the
week and that led to the Bear Stearns’ situation that caused us to
reconsider our previously held position that it would take a very
high bar to open up the discount window. We made the decision to
do so on Sunday. At the time we did it, we did not know whether
the Bear Stearns’ deal would be consummated or not and we want-
ed to be prepared, in case it was not consummated, that we would
need to have this facility in order to protect what we imagined
would be pressure on the other dealers subsequently to that.

Whether opening it up earlier would have helped or not is very
difficult to say. Perhaps President Geithner can add to this, but
Bear Stearns was losing customers and counterparties very quick-
ly. They were downgraded on Friday. We did lend them money, of
course, to keep them into the weekend. But it is not at all obvious
to me that it would have been sufficient to prevent their bank-
ruptcy.

Chairman DobDD. Before I turn to President Geithner on this
question, I want to ask you as well, as you pointed out and others
have, we are in the midst of considering legislation on the floor
dealing with the housing issue. And I have raised this issue. Obvi-
ously, there are some serious regulatory questions being raised now
as a result of opening up the discount window and expanding that
opportunity.

Do you feel you have enough statutory authority to impose regu-
lations on broker-dealers? Or do you need additional authority that
we ought to be providing you? And since we are on the floor dealing
with a related matter, it seems to me it is an important question
to get to Senator Shelby and I and others who would be interested
in knowing whether or not we ought to respond, rather than leav-
iing ‘lchis door open potentially with exposure that could cost us

early.

Mr. BERNANKE. Mr. Chairman, for now we are working very ef-
fectively with the SEC and with the firms. We have the informa-
tion we need. We believe that the lending we are doing to the pri-
mary dealers is being done safely and soundly, so there is not an
immediate emergency there.

However, since our lending authority is only for emergencies, we
will have to take this window back. We will have to close it when
conditions normalize. So questions that Congress will want to con-
sider over time: Should we make this a regular facility in the fu-
ture? If so, presumably we will want to think through the pruden-
tial regulation of the investment banks to make sure that they are
indeed safe and sound, adequately safe and sound to receive this
particular privilege. And we would also need to think, I believe,
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about—the question was raised about FDICIA. Do we need addi-
tional thinking on the appropriate set of circumstances, the appro-
priate sequencing under which an investment bank in trouble
would be reorganized, assisted, and so on?

So I think there are some very weighty issues, but let me just
emphasize for the time being that we are effectively lending to in-
vestment banks. We are working very closely and carefully with
the SEC and with the firms, and we do not feel that we are in any
way lending improperly or unsafely at this point.

Chairman DoDD. Let me ask the rest of you here the earlier
question I asked about whether or not, had this Sunday night deci-
sion been made on Thursday or earlier—and others had raised it
earlier. This was not some new idea. People had been talking about
it, and it had been pretty widely rejected by the regulatory commu-
nity at large. But, President Geithner, what is your reaction to
that? What do you think might have happened on Thursday night
had the decision been made to open that up? Would Bear Stearns
have been in a different position?

Mr. GEITHNER. Very hard to know. Let me just make two points.

In some sense, we had—you can think about that question by
thinking about what actually happened on Friday. So Friday morn-
ing, we took the exceptional step with extreme reluctance, with the
support of the Board of Governors and the Treasury, to structure
a way to get them to the weekend so that we could buy some time
to explore whether there was a possible solution that would have
them acquired and guaranteed.

Chairman DoDD. Let me ask you something quickly on that
point. I have read the written statement of Alan Schwartz. I am
under the impression he thought that he got 28 days, not a day or
2 days.

Mr. GEITHNER. Well, if you look carefully at the statement that
was made, the language said “up to 28 days.” But I think I can an-
swer your question if you will let me just continue this one thing.

So we took that extraordinary step to buy time to get to the
weekend, and as you can hear from Alan later on, you can see—
if you ask about the details of what happened over the course of
that day, you can see a little bit about the scale of the loss of con-
fidence, because the dynamics that Chairman Cox described accel-
erated over the course of the day. And the number of customers
and counterparties that sought to withdraw funds, the actions by
rating agencies on some Bear paper, accelerated that dynamic, de-
spite the access to liquidity and despite the hope that that might
buy some time. So I think that does raise a lot of questions about
whether this very exceptional, temporary, carefully designed access
to liquidity we provided would have been sufficient.

One other point. The way the Federal Reserve Act is designed
and the way we think about the discount window for banks is we
only allow sound institutions to borrow against collateral in that
context. And I can only speak personally for this, but I would
think—I would have been very uncomfortable lending to Bear given
what we knew at that time if you could walk back the clock and
think about what had happened if that facility had been in place
before.
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But, again, as everybody has emphasized, both these facilities—
the one the Chairman described was announced that Tuesday, and
the subsequent facility announced Sunday night—these were ex-
ceptionally consequential acts, taken with extreme reluctance and
care, because of the substantial consequences it would have for
moral hazard in the financial system going forward. And I do not
believe it would have been appropriate for us to take that action
Sunday night if we had not been faced with the dynamics that
were precipitated by and accelerated by the looming prospect of a
Bear default.

Chairman DopD. I have gone over my time, and I apologize to
my colleagues.

Senator Shelby.

Senator SHELBY. Thank you, Chairman Dodd.

Chairman Cox, the Securities and Exchange Commission is the
primary regulator of Bear Stearns. Under the Commission’s Con-
solidated Supervised Entities Program, which you mentioned, the
SEC oversees certain investment banks, including Bear Stearns, at
the holding company level, focusing on the financial condition of
the entire company. Some people think that the SEC missed the
boat here, was asleep. You mentioned earlier the difference be-
tween capital and liquidity, which is a big thing.

When did the SEC first discover that Bear Stearns was experi-
encing severe liquidity problems? And after learning of Bear
Stearns’ problems, what steps did the Securities and Exchange
Commission take to address the situation? And did you work with
the Federal Reserve or anybody else in doing this? And what im-
pact did those actions or inactions by the SEC have on protecting
investors?

We all know that we had some warning about Bear Stearns ear-
lier as far as capital. There are some other firms that got some cap-
ital problems and are out seeking capital to shore themselves up.
But let’s go back to the SEC. Where was the SEC on this? And
were they on your kind of watchlist, if you want to call it that? And
if not, why not?

Mr. Cox. They were, going back to the summer of 2007, because
of the troubles of their two hedge funds. And while some thought
back in the summer of 2007 that because they did not, those hedge
funds, pose direct risk to the holding company—they were sepa-
rate—that that should not be of material importance to an analysis
of the Bear Stearns holding company. The fact that for practical or
commercial reasons Bear decided to support one of those funds
caused us to take a view that we had to look at even outside the
holding company at Bear. The SEC at that time began to monitor
both capital and liquidity at Bear on a daily basis.

Fast forward to January of this year. As of January 31st, the
capital and liquidity at Bear were still above regulatory thresholds
1and adequate for those purposes. The liquidity pool was $8.4 bil-
ion——

Senator SHELBY. Is that the last time you examined them?

Mr. Cox. No, this is now—I am speaking:

Senator SHELBY. January 31st.

Mr. Cox. January 31st, $8.4 billion on that date. The liquidity
pool grew from January 31st to the first week in March to $21 bil-
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lion. So substantial additional liquidity was being added, in part
because of the pressure that the SEC as their supervisor was plac-
ing on them.

In 1 day—take us now to this week of March 10th. In 1 day,
Thursday, March 13th, liquidity at Bear Stearns fell from $12.4 bil-
lion to $2 billion——

Senator SHELBY. Why?

Mr. Cox [continuing]. And that is because of what we have heard
discussed here this morning: the complete evaporation of con-
fidence, the refusal of counterparties to deal with Bear.

Senator SHELBY. Was there kind of a run on the place or refusal
to do business or what?

Mr. Cox. Even though we are not accustomed to using that term
in the investment banking sphere—that is a well-known notion
with depository institutions—the analogy is nearly complete.

Now, to go to the rest of your question, our coordination with the
New York Federal Reserve, that was regular and increasing since
August of 2007 in the form of visits to their offices in New York,
regular conference calls, many e-mails and so on. During that time
we also worked together on a major project led by the New York
Fed, the paper produced under the auspices of the senior super-
visor group addressed to these issues.

The week of Monday, March 10th, the SEC and the New York
Fed spoke by phone numerous times. Beginning on Monday, the
Fed provided us with extremely helpful information regarding mar-
ket rumors that they were hearing from a variety of market
sources. We shared with them what we were hearing and provided
information on Bear Stearns’ operations and their finances. We met
in their offices in New York on Wednesday and discussed Bear
Stearns as well as the situation of other banks and securities firms.
That, of course, takes us to the 96-hour period that everyone has
already focused on.

Senator SHELBY. Is there a gap in the regulation process here be-
tween, say, the Federal Reserve’s interest here, the SEC’s mandate,
and so forth? Is there a gap there that something fell through the
cracks? Or is it just something that is just already so fast, like the
liquidity was gone?

Mr. Cox. Well, I think the speed with which this happened is
truly the distinguishing feature. But there are significant dif-
ferences between the charter and the mission of the SEC, on the
one hand, and the Fed on the other.

Senator SHELBY. Absolutely.

Mr. Cox. It is very important—and the Treasury, I should add,
because the Fed is focused on safety and soundness and the finan-
cial system. Treasury is concerned even beyond that with systemic
risk as it might pass over into the real economy and affect things
beyond the financial system. The SEC is focused very particularly,
first, under statute as it applies to these broker-dealers, the invest-
ment banks, on their regulated activities and on their customers
and the protection of their cash and their securities. We are also
focused on orderliness of markets and so on, but within the context
of the securities markets themselves.
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So there is overlap between the SEC and the Fed’s systemic con-
cerns, and certainly where we leave off, they pick up, and where
the Fed leaves off, the Treasury picks up.

Senator SHELBY. Chairman Bernanke, are there some compari-
sons between what happened at Bear Stearns and what happened
with the British bank Northern Rock? I know they are different.
Was there a liquidity problem there, too, and that caused the bank
to fail and the British Government to have to step in or what?

Mr. BERNANKE. There was a similarity. I agree with Chairman
Cox that there was a remarkable falling off of liquidity, essentially
a run on Bear Stearns——

Senator SHELBY. A run on Bear Stearns.

Mr. BERNANKE. That was analogous in some ways to what hap-
pened to Northern Rock, although, of course, all the details are
quite different.

Senator SHELBY. Secretary Steel, who first proposed using tax-
payer funds to help finance JPMorgan Chase’s acquisition of Bear
Stearns? Secretary Paulson? Yourself? The Fed? Mr. Dimon? Or
who?

Mr. STEEL. I will provide my perspective, Senator, and I can be
confirmed by others. But I believe that as the negotiations pro-
ceeded through the weekend with the Federal Reserve Bank of
New York, with the direct principals, that as we wore into the
weekend and people took time, and there are various terms to
every transaction, that late Saturday evening or early Sunday
morning it was proposed by one of the principals, JPMorgan, to
President Geithner that so as to move forward, that this would be
a condition that seemed to be appropriate to them. So answer your
question specifically, proposed by JPMorgan Chase to President
Geithner.

Senator SHELBY. And what kind of security, if any, did the Fed
get for this $29 billion?

Mr. STEEL. Yes, sir:

Senator SHELBY. Would you explain that? And what are the
chances of loss there?

Mr. STEEL. Well, it is, as I said—excuse me.

Senator SHELBY. Go ahead.

Mr. STEEL. As I said earlier, I think that from the Treasury’s
perspective, there were two concerns throughout all of this process:
No. 1 was the effect on the markets and the marketplace and the
stability of markets; and No. 2 was the stewardship that we
share—that we were sharing with others with regard to U.S. tax-
payers’ funds. And the transaction as developed was $30 billion,
approximately, of collateral, all investment grade securities, all of
them current in interest and principal. And those securities were
transferred as the collateral for the $30 billion loan.

Senator SHELBY. What are the chances that this could happen
again, either in an investment bank or one of our large banks? I
know you are watching them. We see them, a lot of the banks, try-
ing to secure more capital and, of course, they are going to have—
as Chairman Cox said, they need liquidity with capital. What are
the chances there? And where are we today?
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Mr. STEEL. Well, I think our perspective is that this whole situa-
tion took a very long time to build up, and it will take a good while
to work through.

Having said that, we think we are making progress. We can cite
increases in liquidity, as President Geithner said, and things seem
to be doing better. And there are signs of improvement, and where
I think the actions of the Federal Reserve Board have been con-
structive to that end, we are doing our best to be vigilant and to
monitor the situation. And a cry that Secretary Paulson has made
all along has been for financial institutions who believe they will
be needing capital to be on their front foot with regard to raising
capital. From our perspective, this is really about transparency, li-
quidity, and capital—the trifecta of issues that will bring con-
fidence back to the market. People understand the assets. People
begin to price them and transactions occur, and institutions have
the strong capital position they need to work through the specific
situations.

Senator SHELBY. But the Treasury and the Fed and the FDIC,
all the regulators, they have got to have some deep concern about
some of our big banks, commercial banks, and some of the invest-
ment banks. You are not telling us that you have supreme con-
fidence that there is not going to be another problem? You cannot
say that, can you?

Mr. STEEL. No, sir, I cannot. And so I think our goal is to—as
I said, I think this is about—and about 2%2 weeks ago my col-
leagues at this table, as members of the President’s Working
Group, issued a report to focus on what we have learned to date
and what we can begin to do straightaway to make things better.
And I really think the three aspects are as I described.

Senator SHELBY. But we cannot send the signal out to the mar-
ketplace that if you take the risk and you are too big to fail, the
Fed is going to come running, and the Treasury is going to back
it, and the taxpayer is going to be on the hook, can we?

Mr. STEEL. No, sir. Basically, my testimony made clear that this
was not a specific situation about an organization. This was a deci-
sion made with regard to the markets itself, and people should not
draw a conclusion from this that there is a message about a spe-
cific institution. This was an unusual time, as all my colleagues
have said, and a specific decision was made with regard to market
protection and to the effect on the potential real economy. That was
the nature of the decision.

Senator SHELBY. If this is not a wakeup call to the Fed and to
Treasury and everybody else, as far as some of our banks and the
risks they take, I do not know what it would take, do you?

Mr. STEEL. Sir.

Senator SHELBY. Thank you.

Chairman DoDD. Senator Johnson.

Senator JOHNSON. Chairman Bernanke, on March 18th, the Fed-
eral Reserve decreased the interest rate by another three-quarters
of a percent. This is the sixth scheduled emergency cut in as many
months. Are these cuts helping the economy or will there be any
need for further cuts?

Mr. BERNANKE. Well, Senator, we do believe that these cuts are
justified by the slowdown in the economy. We believe they are help-
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ing. The cuts in the federal funds rate both lower safe interest
rates, Treasury rates, and they contribute to a reduction in
spreads, which helps to offset—and it is true that many, some rates
at least, have not dropped very much since we have begun cutting
the federal funds rate, but I think we have offset what might other-
wise have been increases in the cost of capital. So I believe we have
helped to offset the credit crunch to some extent, and, therefore, I
think this is constructive.

I would also point out, first, that we have been using our liquid-
ity measures, which have also helped to reduce spreads to some ex-
tent, and I think they have been positive; and, second, that the ef-
fects of monetary policy are felt over a period of time, and we ex-
pect to see further positive effects of these policies going forward.

Obviously, further actions will have to depend on how the econ-
omy evolves, and we are looking, of course, at both sides of our
mandate—growth and inflation.

Senator JOHNSON. Are you concerned about inflation?

Mr. BERNANKE. Of course we are concerned about inflation. Infla-
tion has been too high. Over the last year, it has been about 3.5
percent instead of about a little over 2 percent in the previous year.
The primary reason for the high inflation is rapid increases in
prices of globally traded commodities, including crude oil and food,
among others.

It is our expectation, which is consistent with prices seen in fu-
tures markets, that these prices will moderate during the coming
year and that, therefore,